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The Committee on Stock List, 
New York Stock Exchange, 
New York, N . Y . 
Dear Sirs: 
In accordance with suggestions made by your 
Executive Assistant, this Committee has given care-
ful consideration to the subject of the general line 
of development of the activities of the Exchange in 
relation to annual reports of corporations. 
It believes that there are two major tasks to be 
accomplished—one is to educate the public in regard 
to the significance of accounts, their value and their 
unavoidable limitations, and the other is to make 
the accounts published by corporations more in-
formative and authoritative. 
The nature of a balance sheet or an income account 
is quite generally misunderstood, even by writers on 
financial and accounting subjects. Professor William 
Z. Ripley has spoken of a balance sheet as an instan-
taneous photograph of the condition of a company 
on a given date. Such language is apt to prove 
doubly misleading to the average investor—first, 
because of the implication that the balance sheet is 
wholly photographic in nature, whereas it is largely 
historical; and, secondly, because of the suggestion 
that it is possible to achieve something approaching 
photographic accuracy in a balance sheet which, in 
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fact, is necessarily the reflection of opinions subject 
to a (possibly wide) margin of error. 
Writers of text-books on accounting speak of the 
purpose of the balance sheet as being to reflect the 
values of the assets and the liabilities on a particular 
date. They explain the fact that in many balance 
sheets certain assets are stated at figures which are 
obviously far above or far below true values by say-
ing that the amounts at which such assets are stated 
represent "conventional" valuations. Such state-
ments seem to involve a misconception of the nature 
of a balance sheet. 
In an earlier age, when capital assets were incon-
siderable and business units in general smaller and 
less complex than they are today, it was possible to 
value assets with comparative ease and accuracy 
and to measure the progress made from year to year 
by annual valuations. With the growing mechan-
ization of industry, and with corporate organizations 
becoming constantly larger, more completely inte-
grated and more complex, this has become increas-
ingly impracticable. From an accounting stand-
point, the distinguishing characteristic of business 
today is the extent to which expenditures are made 
in one period with the definite purpose and expecta-
tion that they shall be the means of producing profits 
in the future; and how such expenditures shall be 
dealt with in accounts is the central problem of finan-
cial accounting. How much of a given expenditure 
of the current or a past year shall be carried forward 
as an asset can not possibly be determined by an 
exercise of judgment in the nature of a valuation. 
The task of appraisal would be too vast, and the 
variations in appraisal from year to year due to 
changes in price levels or changes in the mental atti-
tude of the appraisers would in many cases be so 
great as to reduce all other elements in the com-
putations of the results of operations to relative 
insignificance. 
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Carrying the thought one stage further; it is 
apparent that the real value of the assets of any 
large business is dependent mainly on the earning 
capacity of the enterprise. This fact is fairly gener-
ally recognized by intelligent investors as regards 
capital assets such as plant and machinery, but it is 
not equally generally recognized that it is true, 
though to a lesser extent, in respect of such assets 
as inventories and trade accounts receivable. Those, 
however, who have had experience in liquidations 
and reorganizations realize that in many industries 
it becomes impossible to realize inventories or 
accounts receivable at more than a fraction of their 
going concern value, once the business has ceased 
to be a going concern. To attempt to arrive at the 
value of the assets of a business annually by an esti-
mation of the earning capacity of the enterprise 
would be an impossible and unprofitable task. Any 
consideration of the accounts of a large business 
enterprise of today must start from the premise that 
an annual valuation of the assets is neither practical 
nor desirable. 
Some method, however, has to be found by which 
the proportion of a given expenditure to be charged 
against the operations in a year, and the proportion 
to be carried forward, may be determined; other-
wise, it would be wholly impossible to present an 
annual income account. Out of this necessity has 
grown up a body of conventions, based partly on 
theoretical and partly on practical considerations, 
which form the basis for the determination of income 
and the preparation of balance sheets today. And 
while there is a fairly general agreement on certain 
broad principles to be followed in the formulation of 
conventional methods of accounting, there remains 
room for differences in the application of those prin-
ciples which affect the results reached in a very 
important degree. 
This may be made clearer by one or two illustra-
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tions. It is a generally accepted principle that plant 
value should be charged against gross profits over 
the useful life of the plant. But there is no agree-
ment on the method of distribution. The straight-
line method of providing for depreciation which is 
most commonly employed by industrial companies, 
the retirement reserve method used by utilities, the 
sinking fund method, the combined maintenance and 
depreciation method, and others, are supported by 
respectable argument and by usage, and the charges 
against a particular year may vary a hundred per 
cent or more according as one or the other permissi-
ble method is employed. 
Again, the most commonly accepted method of 
stating inventories is at cost or market, whichever 
is lower; but within this rule widely different results 
may be derived, according to the detailed methods of 
its application. For instance, at times like the pres-
ent, cost of finished goods may be deemed to be the 
actual cost as increased by subnormal operation, or 
a normal cost computed on the basis of a normal 
scale of operations. It may or may not include 
interest during the period of production, or various 
kinds of overhead expenses. Market value may be 
either gross or net after deducting direct selling ex-
penses. The choice between cost or market may be 
made in respect of each separate item or of classes 
of items, or of the inventory as a whole. Frequently, 
whether a profit or a loss for the year is shown de-
pends on the precise way in which the rule is applied. 
And since the conventions which are to be observed 
must, to possess value, be based on a combination 
of theoretical and practical considerations, there are 
few if any, which can fairly be claimed to be so in-
herently superior in merit to possible alternatives 
that they alone should be regarded as acceptable. 
Most investors realize today that balance sheets 
and income accounts are largely the reflection of 
individual judgments, and that their value is there-
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fore to a large extent dependent on the competence 
and honesty of the persons exercising the necessary 
judgment. The importance of method, and particu-
larly of consistency of method from year to year is 
by no means equally understood. 
In considering ways of improving the existing 
situation two alternatives suggest themselves. The 
first is the selection by competent authority out of 
the body of acceptable methods in vogue today of 
detailed sets of rules which would become binding 
on all corporations of a given class. This procedure 
has been applied broadly to the railroads and other 
regulated utilities, though even such classifications 
as, for instance, that prescribed by the Interstate 
Commerce Commission allow some choice of method 
to corporations governed thereby. The arguments 
against any attempt to apply this alternative to in-
dustrial corporations generally are, however, over-
whelming. 
The more practicable alternative would be to 
leave every corporation free to choose its own meth-
ods of accounting within the very broad limits to 
which reference has been made, but require dis-
closure of the methods employed and consistency in 
their application from year to year. It is significant 
that Congress in the Federal income tax law has 
definitely adopted this alternative, every act since 
that of 1918 having contained a provision that the 
net income shall be computed " in accordance with 
the method of accounting regularly employed in 
keeping the books of such taxpayer" unless such 
method does not clearly reflect income. In its regu-
lations the Internal Revenue Bureau has said, "the 
law contemplates that each taxpayer shall adopt 
such forms and systems of accounting as are in his 
judgment best suited to his purpose." (Reg. 45, Art . 
24.) The greatest value of classifications such as 
those imposed on regulated utilities lies in the dis-
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closure of method and consistency of method which 
they tend to produce. 
Within quite wide limits, it is relatively unim-
portant to the investor what precise rules or con-
ventions are adopted by a corporation in reporting 
its earnings if he knows what method is being fol-
lowed, and is assured that it is followed consistently 
from year to year. Reverting to the illustrations 
already used, the investor would not need to be 
greatly concerned whether the straight-line or the 
sinking fund method of providing for depreciation 
were being employed by a given corporation, pro-
vided he knew which method was being used and 
knew that it was being applied in the same way every 
year. But if depreciation is charged in one year 
on the straight-line basis applied to cost, and in 
another is charged on a sinking fund basis applied 
to a valuation less than cost, the investor may be 
grossly deceived unless the change is brought to his 
notice. For this reason, the requirement of the 
Exchange that the depreciation policy of a company 
applying for listing shall be stated in the application 
is valuable, and it might well be amplified to include 
an undertaking to report to the Exchange and to 
stockholders any change of policy or any material 
change in the manner of its application. 
Again, it is not a matter of great importance to 
investors whether the cost or market rule for stating 
inventories is applied to individual items or to the 
inventory as a whole, but it is very important to 
the investor that he should be advised if the test is 
applied to individual items at the beginning of the 
year and to the inventory as a whole at the close 
thereof. 
It is probably fairly well recognized by intelligent 
investors today that the earning capacity is the fact 
of crucial importance in the valuation of an industrial 
enterprise, and that therefore the income account is 
usually far more important than the balance sheet. 
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In point of fact, the changes in the balance sheets 
from year to year are usually more significant than 
the balance sheets themselves. 
The development of accounting conventions has, 
consciously or unconsciously, been in the main based 
on an acceptance of this proposition. As a rule, the 
first objective has been to secure a proper charge or 
credit to the income account for the year, and in 
general the presumption has been that once this is 
achieved the residual amount of the expenditure or 
the receipt could properly find its place in the bal-
ance sheet at the close of the period, the principal 
exception being the rule calling for reduction of 
inventories to market value if that is below cost. 
But if the income account is to be really valuable 
to the investor, it must be presented in such a way 
as to constitute to the fullest possible extent an indi-
cation of the earning capacity of the business during 
the period to which it relates. This Committee 
feels that the direction of the principal efforts of the 
Exchange to improve the accounting reports fur-
nished by corporations to their stockholders should 
be towards making the income account more and 
more valuable as an indication of earning capacity. 
The purpose of furnishing accounts to share-
holders must be not only to afford them information 
in regard to the results being achieved by those to 
whom they have entrusted the management of the 
business, but to aid them in taking appropriate 
action to give effect to the conclusions which they 
reach regarding such accomplishments. In an earlier 
day, stockholders who were dissatisfied with the 
results secured by the management could perhaps 
move effectively to bring about a change of policy, or 
failing that, a change of management. With the 
growth in magnitude of corporations and the present 
wide diffusion of stock holdings, any such attempt 
is ordinarily impracticable because of the effort and 
expenditure that it would entail. The only practical 
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way in which an investor can today give expression 
to his conclusions in regard to the management of a 
corporation in which he is interested is by retaining, 
increasing or disposing of his investment, and 
accounts are mainly valuable to him in so far as they 
afford guidance in determining which of these courses 
he shall pursue. 
There is no need to revolutionize or even to change 
materially corporate accounting, but there is room 
for great improvement in the presentation of the 
conclusions to which accounts lead. The aim should 
be to satisfy (so far as is possible and prudent) the 
investor's need for knowledge, rather than the 
accountant's sense of form and respect for tradition, 
and to make very clear the basis on which accounts 
are prepared. But even when all has been done 
that can be done, the limitations on the significance 
of even the best of accounts must be recognized, 
and the shorter the period covered by them the more 
pronounced usually are these limitations. Accounts 
are essentially continuous historical records; and as 
is true of history in general, correct interpretations 
and sound forecasts for the future can not be reached 
upon a hurried survey of temporary conditions, but 
only by longer retrospect and a careful distinction 
between permanent tendencies and transitory influ-
ences. If the investor is unable or unwilling to make 
or secure an adequate survey, it will be best for him 
not to rely on the results of a superficial one. 
To summarize, the principal objects which this 
Committee think the Exchange should keep con-
stantly in mind and do its best gradually to achieve 
are: 
1. To bring about a better recognition by 
the investing public of the fact that the balance 
sheet of a large modern corporation does not and 
should not be expected to represent an attempt 
to show present values of the assets and lia-
bilities of the corporation. 
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2. To emphasize the fact that balance sheets 
are necessarily to a large extent historical and 
conventional in character, and to encourage the 
adoption of revised forms of balance sheets 
which will disclose more clearly than at present 
on what basis assets of various kinds are stated 
(e.g., cost, reproduction cost less depreciation, 
estimated going concern value, cost or market 
whichever is lower, liquidating value, et cetera). 
3. To emphasize the cardinal importance of 
the income account, such importance being ex-
plained by the fact that the value of a business 
is dependent mainly on its earning capacity; 
and to take the position that an annual income 
account is unsatisfactory unless it is so framed 
as to constitute the best reflection reasonably 
obtainable of the earning capacity of the busi-
ness under the conditions existing during the 
year to which it relates. 
4. To make universal the acceptance by 
listed corporations of certain broad principles 
of accounting which have won fairly general 
acceptance (see Exhibit I attached), and within 
the limits of such broad principles to make no 
attempt to restrict the right of corporations to 
select detailed methods of accounting deemed 
by them to be best adapted to the requirements 
of their business; but— 
(a) To ask each listed corporation to 
cause a statement of the methods of ac-
counting and reporting employed by it 
to be formulated in sufficient detail to be a 
guide to its accounting department (see Ex-
hibit II attached); to have such statement 
adopted by its board so as to be binding on 
its accounting officers; and to furnish such 
statement to the Exchange and make it 
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available to any stockholder on request and 
Upon payment, if desired, of a reasonable 
fee. 
(b) To secure assurances that the methods 
so formulated will be followed consistently 
from year to year and that if any change 
is made in the principles or any material 
change in the manner of application, the 
stockholders and the Exchange shall be 
advised when the first accounts are pre-
sented in which effect is given to such 
change. 
(c) To endeavor to bring about a change 
in the form of audit certificate so that the 
auditors would specifically report to the 
shareholders whether the accounts as pre-
sented were properly prepared in accord-
ance with the methods of accounting regu-
larly employed by the company, defined as 
already indicated. 
This Committee would be glad to discuss these 
suggestions with you at any time, and to cooperate 
with the Exchange in any action it may see fit to 
take along the lines indicated. 
Yours very truly, 
GEORGE O. M A Y , 
Chairman. 
E X H I B I T I 
It is suggested that in the first instance the broad 
principles to be laid down as contemplated in para-
graph 4 of the suggestions should be few in number. 
It might be desirable to formulate a statement there-
of only after consultation with a small group of quali-
fied persons, including corporate officials, lawyers 
and accountants. Presumably the list would include 
some if not all of the following: 
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1. Unrealized profit should not be credited to 
income account of the corporation either directly 
or indirectly, through the medium of charging 
against such unrealized profits amounts which 
would ordinarily fall to be charged against in-
come account. Profit is deemed to be realized 
when a sale in the ordinary course of business is 
effected, unless the circumstances are such that 
the collection of the sale price is not reasonably 
assured. An exception to the general rule may 
be made in respect of inventories in industries 
(such as the packing house industry) in which 
owing to the impossibility of determining costs 
it is a trade custom to take inventories at net 
selling prices which may exceed cost. 
2. Capital surplus, however created, should 
not be used to relieve the income account of the 
current or future years of charges which would 
otherwise fall to be made there-against. This 
rule might be subject to the exception that 
where, upon reorganization, a reorganized com-
pany would be relieved of charges which would 
require to be made against income if the exist-
ing corporation were continued, it might be re-
garded as permissible to accomplish the, same 
result without reorganization provided the facts 
were as fully revealed to and the action as form-
ally approved by the shareholders as in reorgan-
ization. 
3. Earned surplus of a subsidiary company 
created prior to acquisition does not form a part, 
of the consolidated earned surplus of the parent 
company and subsidiaries; nor can any dividend 
declared out of such surplus properly be credited 
to the income account of the parent company. 
4. While it is perhaps in some circumstances 
permissible to show stock of a corporation held 
in its own treasury as an asset if adequately dis-
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closed, the dividends on stock so held should 
not be treated as a credit to the income account 
of the company. 
5. Notes or accounts receivable due from 
officers, employees, or affiliated companies must 
be shown separately and not included under a 
general heading such as Notes Receivable or 
Accounts Receivable. 
The Exchange would probably desire to add a rule 
regarding stock dividends. 
E X H I B I T II 
The statement of the methods of accounting con-
templated in paragraph 4a of the suggestion would 
not be in the nature of the ordinary detailed classi-
fication of accounts, nor would it deal with the ma-
chinery of bookkeeping. It should constitute a clear 
statement of the principles governing the classifica-
tion of charges and credits as between (a) balance 
sheet accounts, (b) income account, and (c) surplus 
account, together with sufficient details of the man-
ner in which these principles are to be applied to 
enable an investor to judge of the degree of con-
formity to standard usage and of conservatism of 
the reporting corporation. Its content would vary 
according to the circumstances of individual com-
panies, but some of the more important points which 
would be disclosed thereby would be as follows: 
The General Basis of the Accounts: 
Whether the accounts are consolidated, and if so, 
what rule governs the determination of the companies 
to be included in consolidation; also, a statement as 
to how profits and losses of subsidiary and controlled 
companies not consolidated are dealt with in the 
accounts of the parent company. 
The Balance Sheet: 
(a) In respect of capital assets, the statement 
should show: 
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(1) What classes of items are charged to 
property account (whether only new prop-
erty or also replacements and improve-
ments) ; 
(2) Whether any charges in addition to 
direct cost, either for overhead expense, in-
terest, or otherwise are made to property 
accounts; 
(3) Upon what classes of property, on 
what basis, and at what rates provision is 
made for, or in lieu of, depreciation; 
(4) What classes of expenditures, if any, 
are charged against reserves for depreciation 
so created; 
(5) How the difference between depre-
ciated value and realized or realizable value 
is dealt with on the sale or abandonment 
of units of property; 
(6) On what basis property purchased 
from subsidiary companies is charged to 
property account (whether at cost to sub-
sidiary or otherwise). 
(b) In respect of inventories: The statement 
should show in fairly considerable detail the 
basis of valuation of the inventory. The state-
ment under this head would be substantially a 
summary in general terms of the instructions 
issued by the company to those charged with 
the duty of preparing the actual inventories. 
It would not be sufficient to say that the inven-
tory was taken on the basis of cost or market, 
whichever is lower. The precise significance 
attached to these terms should be disclosed, for 
the reasons set forth on page 3 of the letter. 
The statement should include a specific de-
scription of the way in which any intercompany 
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profit on goods included in the inventory is dealt 
with. It should show under this head, or in rela-
tion to income or surplus account, exactly how 
reductions from cost to market value are treated 
in the accounts and how the inventories so re-
duced are treated in the succeeding period. It 
is, for instance, a matter of first importance to 
investors if inventories have been reduced to 
cost or market at the end of the year by a charge 
to surplus account, and the income for the suc-
ceeding year determined on the basis of the 
reduced valuation of the inventory thus arrived 
at. Obviously, under such a procedure the ag-
gregate income shown for a series of years is not 
the true income for the period. 
(c) In respect of securities: The statement 
should set forth what rules govern the classifi-
cation of securities as marketable securities 
under the head of "current assets" and securities 
classified under some other head in the balance 
sheet. It should set forth in detail how any of 
its own securities held by the reporting corpora-
tion, or in the case of a consolidated statement 
any securities of any company in the group held 
by that or any other member of the group are 
dealt with in the balance sheet. (Stock of sub-
sidiaries held by the parent will of course be 
eliminated in consolidation). The disclosure of 
the basis of valuation of securities is covered in 
paragraph 2, page 6 of the recommendations con-
tained in the letter. 
(d) Cash and receivables present few ques-
tions, though where sales are made on the instal-
ment plan, or on any other deferred basis, their 
treatment should be fully set forth, including a 
statement of the way in which provision is made 
for future collection or other expenses relating 
to sales already made but not liquidated, and to 
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what extent deferred accounts are included in 
current assets. 
(e) Deferred charges: The statement should 
set forth what classes of expenditures are in the 
company's practice deferred and what proced-
ure is followed in regard to the gradual amorti-
zation thereof. (This question is of consider-
able importance as substantial overstatements 
of income may occur through deferment in un-
prosperous periods of expenses ordinarily charge-
able against current operations, possibly fol-
lowed by writing off such charges in a later year 
against surplus account.) 
(f) Liability accounts: There is normally less 
latitude in regard to the treatment of liability 
accounts than in respect of assets. The state-
ment should clearly show how unliquidated lia-
bilities, such as damage claims, unadjusted 
taxes, etc., are dealt with. The statement 
should disclose whether it is the practice of the 
company to make a provision for onerous com-
mitments or deal with such commitments in any 
way in the balance sheet. 
(g) Reserves: A statement of the rules gov-
erning credits and charges to any reserve account 
(including both those shown on the liability side 
and those deducted from assets) should be given 
in detail. It is particularly important to know 
whether losses, shrinkages or expenses which 
would otherwise be chargeable against income 
accounts are in any circumstances charges 
against contingent or other reserves, and whether 
such reserves are built up partly or wholly other-
wise than by charges to income account. 
The Income Account: 
An adequate statement in regard to the treatment 
of balance sheet items discloses by inference what 
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charges and credits are made to income account or 
surplus. The additional points required to be dis-
closed are the principles followed in allocating 
charges and credits to income account and surplus 
account respectively, and the form of presentation 
of the income account. The form should be such 
as to show separately (a) operating income; (b) de-
preciation and/or depletion if not deducted in arriv-
ing at (a), in which case the amount of the deduction 
should be shown; (c) income from companies con-
trolled but not consolidated (indicating the nature 
thereof); (d) other recurring income; (e) any ex-
traordinary credits; (f) charges for interest; (g) in-
come taxes; and (h) any extraordinary charges. 
The company's proportionate share of the undis-
tributed earnings or losses for the year of companies 
controlled but not consolidated should be disclosed 
in a note or otherwise on the face of the income 
account. Stock dividends if credited to income 
should be shown separately with a statement of the 
basis upon which the credit is computed. 
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